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i companies comprlising the Dow Jones Industrial Averape and selected groups of
‘utilisty companies, e concluded that 3 modest adjustment for risk fin the DC?

. model would produce a required rate af return between 15 perzant and 23 percent.
Staff points out that Value Line's projections are short tem and that

Dr. Soldofsky "tempcred” them with his "own professional judgment.” (3. Br.
‘126). Staff also notes that Dr. Soldofsky's methodelogy "produces the perverse
‘result of having the investor requirs g higher return on the less risky assets

cand vice versa,"

3. Market risk allowance,

Dr. Soldofsky examined an imstitutional investor survey which askad what
rate of return on common sStock would Se attractive when AA uetility bonds are
ylelding an 8-1/2 percent (1978) or §~1/2 percent {1$79) rate. From the
results of that survey he detarmined an appropriate cost of equity for Company
vas 12,82 percent to 18.97 percent, using 430 basis points as a risk aiLowancc.

Staff challenges the wvalidity of a survey which did not include a random
sample of the entire population of investors, which did net include a statistically
significant or verifiable response, and which was prepared by an exﬁart who
normally testifies for utilities in rata proceedings. Staff also challenged
the underlying assumption of Dr: Soldofsky's methodelogy, Z.e., "that the
spread betwcen interest rates and utility common stocks is comstant and positive
in favor of stocks," (8. Br. 130). Staff’'s witness, Dr, Smith, testified
-that it 1is possible for dehbt to cost more rhan common equity becausc investors
perceive that at the moment iﬁvestments in common equity are less risky than

investments in long-term debt or preferred stock.” (Tr. 1285).
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4, Maintenance gf "Times~Interest-farned After-Taxes Level”,

Dr. Soldofsky analyzed the after~tax ceoverage, the rate of return on
?capicalization and nat gor:h, and the dogenerative effccts of cffering now
gshares below book valua to arrive at a detemmination that the rate of return
i
Ineeded by Company to maintain Zts "AA" bond rating ranged between 15.1% aad

15.91 parcent. The analysis compared Company's after-tax coverage to that of
other utilities with "AA" ot "A" bend rarings.

Staff argues that Dr, Soldofsky's application of cgverage principles is
.not only inappropriate in a ratemaking proceeding but also was inaceurataly
‘deternined: {nterest coverage 1s 2 be measured on net earnings belora Iincome

taxes, His calculations alsc show that Company is least likely of the utilities
surveyed to lose its AA bond rating; Cempany's 2.8 coverage ratio'was hisher
than all but twe of the 13 AA companies surveyed,

Company rvesponds that it would be derelict in its dutieé if 1t ignored
.éoverage. teferting back to the testimony ef Mr. Shaw concerning the need to

maintain certain coverages as precondizions for issuance of mortzage bonds,
debentures and preferrsd stock.
Summary.

Dr. Soldofsky concluded, after examining various approaches to tha question
of detemmining a "fair rate of return” that a tonservative estimate of Company's
average cost of common equity before ILssuance costs was 15,5 percent. A 5
percent adjustment for issuance cost on all outstanding equity produced a
recommended’ 15,8 percenr rate of rceturn.

Staff characterizes Cempany's evidencz as "nothing more than a plea for

excesslive returns,' and urges the Commission "to look claewhere for substantial
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and credible evidance™ o suppert a finding as to a fair rate of zeturn. (8.
"By, 93 and 156). That evidence can be found in the testimony of Dr. Caroline
ﬁSmith, Senior Consultant with J.W. Wilzon and Associates, Staff says. Dr. Smith
ibased her testimony on the priaciple that the return on equity allowed Company
'should equal the cost of thar equity and that the UCT model accurately detemines
that ¢ost. The DCF model focuses on investor reduirements. taking into account
intra-industry risk diffsrences, and measures the total return to sharsholders
in terms of dividenés and capital gains. Regulators should allow utilities to
‘earn a rate of retyrn equal to the cest of the utility of obtaining common
equity ia the marketplace, she stated, so that the price of a ytility's commen
stock is driven toward book value and the ratepayers avoid the extra expeﬁse
‘that may result when markect price exceeds book value and excessive earnings

ars capitalized.

Dr.-Smith examined histerical intformation, as well as recant woney market
data, in her application of the DCF model, atrempting to detemmine the oxtent
to which tecent fluctuations in alectric utility money markets (caused by the
1979 Three Mile Island incidcntj and the rapid ¢limdb in interest rates (peaking
‘in mid-1980} have permanently affected Company's equity costs. The extent to
which recent inflatfonary conditions have affecred embedded senicr sccurity
costs was also considered.

Dr. Smith first determined a dividend yield of 11.,3! percent, basad on
Company's indicated dividend rate as of Octcber 3, 1980, and the avarage of
Company's high and low commun stock prices during the five-month period between
May and QOczober, 1980,

Dr. Smith then undartook a statistical study cof the relationship betwsen

dividend yislds and Ristorical growth rTates for electric and eombination
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utiiiry companies %o dezarmine an appropriate future growth rate. The study

was thought necessary o dezermine iavestors’ antieipation of Company's prowth

rate in the context of industry-wide conditioas ard the unique circumstances
of Cempany. t is necessary o examine data from the industsy as well as the
; Company's data because a company's growth rate may be influenced by a servies
of favorable or unfavorable factors, unique to a certain period of time, and

{investors will often ccmpare a company's growth rate to that experienced

. within the industry to identify abnormalities that may have affected the

“individual company's growth rat: and should be considered either unigue to the

Company or non-recurring, Dr. Smith's study has identified cerzain financial
¢ircumstancas that are uﬁiquely ap;licasle to Company's common stock aﬁd has
daetemined Company's common equit& cest in that context. Staff argues that'
this approach mere accurately Teasuras the_cost of capital to a particular
company than estim&ting growzll on a single company basis,

Dr. Smith estimated Company's cost of equity capital for utility operations
'at 13,5 to 14.2 percens, which reflacts her deteminaticn that tﬁe cost of
equity capital to the industry as a whcle has risen (from 12.8 percent before
the Three-dMile Island incidenz to 13.2-14.5 percent recently} and that investors
are expecting a return of approximately 11.9 to 12.6 percent on the book value
of Company's comman stock over the leng term.

Dr. Smith then adjusted her range by including anm allewance of Five to
ten basis points for costs assoclated with the fssuance of new stock but made
no allowance for market pressura., Market pressure, she stated, has an expectcd
value of zero and can work for the banefit or derriment of stackholders,

Dr. Smith established thc issuc cos! by analyzing Company's actual expanse of
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{I30C Scprember 13, 198L) a+t 2. 43, citing, Re Davenport Watar Company, 76

" PLH3E 204 {ISCC 1948). The NCT modc! has been considered a "sound basls for

determining Company's cost of capital." Id. at 46, Any methodology adopted

ﬁ .
vby the Commission must be a result of "rcasoned consideration" and "substantial

+

%cvidencc." Permian Basin Area Rate Cases, supra at 792; General Telephons

Company of the Midwes: v. Iowa State Commerce Comm'n, 275 N.W.2d 364, 370

(Towa 1977).
After considering all of the evidence in the record of this procceding,
:wc have decided to again rely upon the standard DCY model to determine Company's
;cost of capital. Thcre are, however, three calculations of the "standard" DCF
model inm the record, Mr. Shaw czalculated a 16.2 percent return. Dr, Sﬁldcfsky
calculased a 13.8 to 15.1 percene return and NDr. Smith calculated a 13,5 to
- 14,2 percent return. The variaticns in results appear to be mainly attributabls
 to prediction of the growth rata, WNe find that Dr. Smith's sampling technique
has produced an unreasonably lew growth rate and Company's estimate of growth
rate iz somewhat optimistic. We will thevefore find the cost of commen equitly
to be 15 percent.
We also finds that the racord supports an adiustment for issuance_costs.
Compauy normally increases its comron equity by about 11 percent per year.
We determine Company’s Issuance expanse by examining actual expenses incurred
by Company in issuing new stuck. Adjustment of the retutn te include an
issuance allowance proeduces 2 return on equity of 15,166 which the Commission
deternines iz fair and reascuable.,
Using the average capital structura decided upon earlier in this decision,
with average cost of preferved and preferesnce stock at 3,04 percant and

average cost of lonmp-rerm debt at 7.4% percent, the overall rate of return

aliowed Company will be 10.57 percent,




MidAmerican Exhibit 8.1
Page 422 of 654

DOCKET NO. RPU-88-10




MidAmerican Exhibit 8.1
Page 423 of 854

STATE OF [OWA
OEPARTHMENT OF COMMERCE

UTILITI

m

S DIVISION

IN RE:

DCCKET NC. RPU-ag-iC
[OWA POWER ANC LIGHT COMPANY

L A

_FINAL DECISICN AND ORDER
(Issued June 1, 1989)

APPEARANCES:

JAMES R. MARET, GARY 0. STIZWART, RCONALD C. POLLE, and ALZY{IS ¥.
WCDTKE, Consumer Advocate Division, Department of Justics. Lucas
State Office Building, Ces Moines, Jowa 30319, representing the
Consumer Advocate Division. :

CHARLES R. MONTGOMERY, Senior Altorney, lowa Power and Light Company,
666 Grand Avenue, PO Box €37, Des Moines, lowa 50303; SHEILA K.
TIPTON, DAVID J. LYNCH, Bradshaw, Fowler, Proctor & Fairgrave,
1100 Des Moines Building, Des Moines, [owa 50307; and S0BERT G.
ALLBEE, Ahlers, Cooney, Dorweiler, HMaynie, Smith & Allbes, Suita
600, 100 Court Avenue, Des Moines, Iowa 50309, represanting lowa
Power and Light Company.




MidAmerican Exhibit 8.1

Docket Na. RPU-88-10

!
:
I

1 Page 2

5 1.
| 9"e

Iv.

TABLE OF CONTENTS

PROCEDURAL HISTCRY

TEST YEAR
- RATE BASE
A. Working Capital
1.  Ccal Inventory
2. Revenues Laig
B. Des Moines Power Station
1. Background
2. Retirec Plant

3. Other Plant
C. PCB Cleanup Costs
INCOME STATEMENT

A. Revenue

1. End-of-Perigd Customers
a. Reduction in Sales to Cogenerators
b. QOther Large General Service Customers

B. Expenses

.- Flexibiz Pricing Growth

Advertising and Promotional Expenses

Executive Bonuses

iowa Resources’ Allocated Expenses

Storm Damage Expense.

Power Plant Maintanance Expense

‘Capacity Purchase

Cooper 1989 Operating Budget

Income Taxes

a. trfective Income Tax Rate

b. Contributions in Aid of Constructicn

c. Schedule "M" Adjustments -- Carrying
Costs

W0~ bW
T

RATE DESIGN
A. Light Watchman Service
B. Cooper Automatic Adjustment Clause

C. (lass Cost-of-Service Study and Rate Design

Page 424 of 654

[8)]

[s ]

<3 Oy

—

— o — e
b IND) O D

fy—
1




PUBLIC UTILITIES REPORTS — 103 PUR4th

Re Iowa Power and Light
Company

Docker No. RPU-88-10

Jowa Utliries Board
June 1, 1589

OPINION and order authorizing an electric utl-
ity to revise its rates and directing the unlity to
use a gross-up method to account for income
tax liability on contributions in aid of construc-
ton.

1. VALUATICN, § 287 — Working capital —
Definiden for rate-making purposes — Reve-
nue and sxpense lag.

[IOWA] “Working capital” was defined,
for utlity rate-making purpoeses, as the amount
of capital thar investers were required o put
mto a business, over and above the investment
in plant and intangibles, to cover any gap
between the cash expenditures incurred in pro-
ducdcen and delivery of services and the cellec-

tion of revenues Tom service sales.
p. 143.

2. VALUATION, § 301 — Working capital —
Materials and supplies — Fuel supplies —
“Safety net” standard — Coal inventory.
[IOWA] In calculating the working capital
requirement of an electric udlity, the commus-
sicn acepted a 50-day supply, based on average
daily burn, as the appropriate level of coal
inventory; a 90-day inventcry was desmed
sutficient to provide the udlity with a safety net
in the event of unexpected plant outages; use of
the average daily burn, instead of the highest
three months of burn, was appropriate for calcu-
lating mventery reguirements because outages
would iikely occur on a random pattemn, rather
than only in high dernand menths.
2. 145,

3. VALUATICN, § 293 — Working capital —
Factors affecting allowance — Derermmination
of revenue lag — Use of proxy as subsdrute for
actual lead-lag days — Reliability.

[IOWA] In an electric rate case, the com-
mission found that use of a uiliry-specific
study, in which actual lead-lag days were mea-
sured, was preferable for a determinaton of rev-
erue lag in the calculation of cash working cap-
ital, but held that a proxy could be used if.its
reliapility as a subsdtute was demonstrated; the
comumissicn allowed the sttewide average
(20.5 days, instead of 25.9 dayvs proposed by
the udliry) in computing revenue collection lag,
where the unlity’s method (which used an aver-
age number of days between the debit and
credit of revenue 1o accounts receivable as a
proxy for the tme between the meter reading
and customer payment) was proved in this case
1o be an inadeguate measure for the amount of
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Power made a profit in every year since Cooper
went in service, (Tr. 1507-39). Consumer
Advecate also disputed lowa Power's claim that
the non-energy Cocper expenses satis{y the
criteria for automatic recovery because the
expenses are capacity Telated. (Ir. 1208). It
argued nom-energy  expenses, such  as
investment and the cost of capital invested, do
not vary with a generatng Jml's energy
production., Consumer Advocate contended that
non-eniergy Cooper expenses camnot  be
distinguished from the non-energy expenses of
owning and operating any other power plant

[34] The annual operating expenses at
Cooper are approximately 45 percent of [owa
Power’s annual operaton and maintenance
expenses (excluding EAC-related costs). These
are substantial expenses and should not e put
inte a category where they are presumptively
desmed allowable as an automatic adjusument
clause. Furthermore, the Board’s approval of
Iowa Power’s proposal would create a stancdard
that most lowa udlities could mest with their
minority interests in generating stations, Large
portions of utility budgets would become eliz-
ible for automatic recovery without the scrutiny
a rate case provides. Therefore, the Beard will
reject Jowa Power’s proposal o recover auto-
matically all payments made by Iowa Power o
the Nebraska Public Power District for power
and energy from the Cooper Nuclear Station
consistent with its precedent. See Re Jowa
Power & Light Co., 92 PUR4th 299 (lowa
U.B.1988).

However, Jowa Power has raised some
generic questions as 1o the role of expedited
recovery mechanisms. Therefcre, the Beard
will, through mitiation of a formal investigation,
direct its staff o pusue further study of this
issue.

C. CLASS COST-OF-SERYICE STUDY
AND RATE DESIGN

Iowa Power’s class cost-of-service smdy
was performed by lowa Power witness Dickey.
(Tr. 842; Ex. 17). Consumer Advocate analyzed
Iowa Power's study and found no significant
difference between Jowa Power's study and its
own. Jowa Power’s study is the best and most
current cost-of-service infermation available
and should be used for rate design purposes in
this proceeding. The Board will accept Jowa
Power’s class cost-of-service study and rate
design.

VI. RATE OF RETURN

The partes are in agreement as 1o all
issues regarding lowa Power’s rate of rerurn
except the return on commen equity. The
Beard’s determination of the fair rate of return
on common equity is a quesdon of fact which
requires a consideration of all facts and circum-
slances.

A.RETURN ON COMMON EQUITY

Iowa Power determined the cost of com-
mon equity io be in the range of 13.5 to 15.5
percent and proposed that the Board approve a
14.25 percent cost of comrnon equity. Iowa
Power supported its proposed return with the
tesumony and exhibits of three witnesses: Dr.
Vander Weide, Mr. Meyer, and Mr. Glahn.

Iowa Power wimess Vander Weide
employed two methods for measuring the cost
of commen equity, the discounted cash flow
(DCF) method and the risk premium method.
Dr. Yander Weide employed the following DCF
model:

o S RY 4y (14104 dy (14K di o g

Py (1-50)

0 Current market prce of the stock:
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d. 4.4, &4, =
raising the

The guanerly dividends based upon

latast quarter dividend in the first, second,
third, or fourth subsequent quarter using the

growt rate;

(Ex. 18, Sch. 2 and Sch. 3).

The current market prics of swock was
determined by use of a simple average of the
monthly high ard low sicck prices {or the most
recent three-month pericd preceding the filing,
May, June, and July 1988. (Ex. 18, Sch. 2). In
addidon, Dr. Vander Weide arguec that the ECF
model will produce an appropriate estimate of a
firm’s cost of equity capital only if it recognizes
that most industrial and utlity irms pay divi-
dends quarterly (Tr. 937). Therefore, hus methed
employed a quarterly compounding DCF
model. The growth component of his DCF
model was estimated by using the consensus
analysts’ estimates of future eamings per share
(EPS) growth reporied by the Insdmtional
Broker's Estimate System (IBES), along with
the five-year earmings per share growth estimate
of Value Line. (Tr. 937; Ex. 18, Sch. 3). Dr.
Vander Weide criticized use of historical data as
stale and incapable of producing = realistic ssti-
mate of investers’ current return requirements.
Finally, Dr. Vander Weide included flotation
costs to allow the company o recover current
carrying costs  associated with flotation
expenses. (1. 940). Dr. Vander Weide applied
this DCF model w0 a group of companies com-
prised of Iowa Resources and fve other Iowa
electric udlities that investors would consider to
be of comparable risk. (Tr. 942). The average
DCF cost of equity for the group of comparable
firms was 13.4 percent. (Tr. 944},

Dr. Vander Weide also utlized a second
method of estimatng Iowa Power's cost of
equity, the risk premium methcdology. (Tr
944). Dr. Yander Weide first performed a stdy

Expected dividend growth rate;
Investers’ requirsd rate of retum cn 2quity; and

Seiling and flotation costs

of the comparable raturns received by bond and
stock investors over the last 51 years, estimat-
ing the returns on stock and bond portiolies by
using steck price and dividend yieid data on the
Standard & Poor’s {(S&P) 500 and bond vield
data on Mocdy's A-rated Udiity Bonds. (T
9443, The S&P 500 stock portfolios grew at an
average rate of 9.81 percent per year while the
Mccdy’s A-rated unlity bond portfolic grew at
an average rate of 4.17 percent per year, a dif-
ference (risk premium) of 5.64 percentage
points. (1. 944-945), Dr. Vander Weide also
conducted a second similar study using stock
data fom the Standard & Poor’s 40 udlities
rather than the S&P 5C0. (Tr. 945). The S&P 40
Utlides stock porticlios exceeded the retum on
the Moody's A-rated utility bond portdolio by
4.66 percentage points. (Ir. 945)." Finally, Dr.
Yander Weide testdfied 1o sk premium smdies
periormed by other economists suppering a
retumn on equity 4 1o 5 percentage points above
the expected yield on long-term debt issues. (Tr.
020). Dr. Vander Weide found Iowa Power’s
expected yield on debt issues 1o be 10.5 per-
cent, yielding an investor-required return on
equity of 14.5 percent to 15.5 percent. (Tr. 951).

Iowa Power wimess Glahn proposed a
i4.0 percent retwrn on comumon equity. (Tr
173). He reasoned that on July 14, 1988, lowa
Power sold $§70 miilion of 30-year First Mert-
gage Bonds. These bonds have a yield of 10.5
percent and Mr. Glahn adopted this percentage
as the expected yield on long-term debt issues.
(T 173). To this amount, Mr. Glahn added 350
basis points as his evaluation of the risk pre-
mium of equity over debt. (Tr. 173). Mr. Glahn
then added an additional 25 basis points to
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recogniz: the risk in lowa Power's purchased
power contract with the Nerraska Pubdlic Power
District for emergy and capacity at Cooper
Nuclear Station, thereby armiving at an overall
return of 14.25 percent {Tr. 173).

lIowa Power wimess Meyer ested Iowa
Power’s proposed 14.25 percent refum on com-
mon equity {or reascnatieness under a risk pre-
mium methodoiogy. (Tr. 1046-77). Mr. Meyer
also tested the reasonableness of e requested
Terurn against markat reguiremens for lowa
Power’s bonds. He tesufied that investors in

udlity stock require a total return of Fom 3.0
petcant o 5.0 percent more than the vield avail-
abie In the marketplace for bonds. (Tr. 1076).
The current vield on new long-ierm debt for
Iowa Power’s bonds is 10.516 percent (Tr.
1075). An investor would require a return of
13.516 percent 1o 15.516 percent on common
stock. (Tr. 1076).

Consumer Advocate wimess Bitmer
estimated that Jowa Power's cost of equity is
11.6 percent. (Tr. 1152). Mr. Bitmer used the
following DCF model:

Dividend per share

Rewm on equity = v price per share

{Tr. 1153). Consumer Advocale contended this
model is appropriate even though dividends are
paid quarterly because the utlity receives sam-
ings daily and has use of the money, thereby
eaming a return on reinvesied earnings. (Ir.
1155). The quarterly OCF model used by Dr.
Yander Weide, according to Consumer Advo-
cate, inflates the dividend yield by increasing
the actual dividends by the growth rate, increas-
ing the dividend again by the cost of equity est-
mate and reducing the actual markat price by
overstated flotation costs and market pressure.
(Tr. 1182-35) Consumer Advocate argued the
quarterly DCF model does not recognize that
dividends are paid in arrears after the collection
of eamnings from customers and serves W pro-
vide a second return on dividends that have
been paid to stockholders. (Tr. 1135). Consumer
Advecate also adjusted its cost of common
equity for flotadon costs and brokerage fees but
found the amount to be insignificant. {Tr. 1182-
83). An adjustment for market pressure was
rejected by Consumer Advocate since it
claimed there was no evidence introduced that
it exists. (Tr. 1184).

Mr. Bitmer first estimated the cost of
equity for Jowa Resources and the same group
of five Jowa-based investor-owned electric udli-
ties used by Dr. Vander Weide for the period
October 23, 1987, through March 31, 1988, the
period from the Octwober 1987 market crash to
the Board's decision in Docker-No. RPU-87-2,
using each utlity’s indicated armual dividend,
an average of the Friday closing prices, and his
estimates of growth rates for each utility based

+ growth mte

on his analysis of each company's realized
growth from 1973 through 1987. (Tr. 1161). Mr.
Bitner used a log-linear least squares regres-
sion analysis and analyzed the Jowa uglities’
actual past financial performance. (Tr. 1157-58).
Appiication of his DCF method preduced a
pre-decision cost of equity of 11.5 percent for
Iowa Resouwrces and 11.5 percent average for
the Iowa group. (Tr. 1160-54). Mr. Bittmer sub-
segquently calculated the dividend yields for the
period April 11, 1988, through September 30,
1988 (the post Docket No. RPU-87-2 decision
pericd). (Tr. 1164). Jowa Resources’ dividend
yield increased from 8.3 percent to 9.8 percent,
a 130 basis point increase. (Tr. 1164). Mr.
Bittner asserted this increase does not mean that
Iowa Resources’ cost of equity increased by
130 basis peints. He claimed the post-decision
period is 100 short o provide a reliable basis for
an historical estimate of growth. The average
dividend yield of the Iowa group increased 0.1
percent, from 8.4 to 8.5 percent, during the
post-decision pericd. (Tr. 1166). Mr. Bittner
argued this increase is a more reliabie number
and added 0.1 percent o his pre-decision esti-
mate to arrive at his 11.5 percent recommenda-
ton (Tr. 1166). The 11.6 percent estimate
implies a growth rate of 1.8 percent, which,
according to Consumer Advecate, is consistent
with or higher than all of Value Line’s forecast
five-year growth rates published in April, July,
and October 1988. (Ex. 119).

In addition, Mr. Bitmer discussed alleged
defects in the risk premium method. In the his-
torical study, retums on stocks and bonds are
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compared and the average differsnce for the
study period is the risk prermium. Mr. Biimer
pointed out that such risk premiums are voladie
and vary significantly over dme thus making
them sensiive to the selecton of the smdy
pericd. He argued historical risk premiums do
not provide investors a reliable basis upon
which t© evaluate a particular irm's potential.
(Tr. 1197). In a second type of study advanced
by Iowa Power, the risk premium was estimated
by subtracting current vields on low risk bonds
from estimates of the cost of equity for a group
of companies. Consumer Advocate observed
the defect in this study to be that the cost of
equity estimates used were oversiated, thus
inflatng the risk premiums. (Ir. 1197).

1. DCF Model

[35] In Re Northwestern Beil Teleph. Co.,
Docket No. RPU-88-5, Fen. 1, 1989 (Jowa
UB.) and in Re fowa Pub. Servicz Co., Dockat
Nc. RPU-87-4, Feb. 20, 1989 (fowa U.B.), the
Board utilized the swundard DCF formula 1o
compute the return cn equity. This model is
used to predict the retirn an investor may rea-
sonably expect from an invesument under actual
stock market conditions by measuring the divi-
dend yield and adding an investor-expected
growth rate in dividends. The continuously
compounding model rather than the discrete
approach advanced by Jowa Power has been
consistently used by the Board since the com-
pany has the funds availabie on a daily basis.
The Board wiil not deviate from its precedent
and will use the standard DCF formula as the
basis for determining retiwn on equity. The
adjustment proposed by Iowa Power will not be
accepted.

[36] In addition, the flotaton and broker-
age adjustments made by Dr. Vander Weide
will not be accepted. No new stock has been
issued nor is there any evidence of Iowa
Power’s intent to issue stock. Jowa Power's
market pressure adjustment will also be rejected
since it is speculative and ..ot supported by the
evidence. See Re [owa Scwhern Utilities Co.,
Docket No. RPU-85-11, Feb. 25, 1986 (lowa
UB.). |

2. Dividend Yield

'[37] The dividend yieid in the DCF for-
mula is the result of dividing the dividend per
share by the market price per share. The divi-
dend yield for Jowa Resources increased fom
8.3 percant o 9.8 percent in the period April 11,
1988, through September 30, 1988. (Tr. 1164).
While this 150 basis point increase in the divi-
dend yield was due in part to the Board’s rate
reduction decision in Docket No. RPU-87-2 and
the response of the financial community to the
decision, the Board finds that the most recent
vield of 9.3 percent is the most representative
available w0 use as an indicator of investor
expectations. The more recent market prices
following the Board's decision have affected
the investor's perception of the value of Iowa
Resources’ stock and deserve recognition in the
formulaton of Jowa Power’s future allowable
remur.

3. Growth Rate

[38] The Board will adopt a growth rate of
3.4 percent This growth rate is the rounded
average of: 1) the average of Iowa Resources’
1973-87 internal growth rate of 3.774 percent
(Ex. 102, Sch. B, p. 1 of 2) and the 14-year divi-
dend growth per share of 4.4 percent (Ex. 102,

- Sch. B, p. 2 of 2), and 2) the average of the

Vaiue Line and Institutonal Broker Estimate
System (IBES) forecasted growth rates. (Ex. 18,
Sch. 3). In the Northwestern Bell rate case,
Docket No. RPU-88-6, February 1, 1989, the
Board found that the adjusted IBES analysts’
forecasts provide as good, if not better, evi-
dence of future market price and growth than
the  Thisworical data used in Consumer
Advocate's calculaton of the growth rate. In
this proceeding, the parties provided an excel-
lent appraisal of the relative merits of forecasted
versus historic data’and the defects in each
approach. Therefore, the Board will adopt a
blended approach, which recognizes both the
historical and forecasted data, to diminish the
effects of perceived defects in each approach.

-

4. Return on Equity
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[39] Udlizing the standard DCF formula
with the numbers adopted in previous sections
produces an allowable renmrn on equity of 13.2
percent.

5. Risk Premium

{401 In Re Jowa Pub. Service Co., Docker
No. RPU-87-6, Feb. 20, 1989 (fowa UB.), the
Board used a risk premium approach o test the
reasonableness of the remzmn reached by the
DCF method by adding 250-300 basis points to
the bond yield applicable o IPS. In July of
11988, Towa Power sold $70 miilion of 30-year
First Mortgage Bonds having a yield of 10.516
percent. (Ir. 1075). While the Board will nat
mechanically employ 250-300 basis points as
the risk premium in each case, this record also
supports this range as apprepriate. (Ir. 1076).
Adding 250-300 basis points o the 10.516 per-
cent ylelds a range of 13.0-13.5 percent and

supports the 13.2 result reached by the Board. It

is clear through this analysis that the 11.6 per-
cent recommended by Consumer Advocate is
too low. A return on equity of 11.6 percent for
Iowa Power would only provide a risk premium
of 110 basis points over the return allowed on
bonds.

YIL RATE CASE EXPENSE

[41} On March 13, 1989, Iowa Power filed
an itemized accounting of its actual expenses
incurred in lidgating Docket No. RPU-88.10 as
required by IOWA CODE § 476.6(8) (1989)
and JOWA ADMIN. CODE 199.7.3 (1989). The
total cost to liigate the rate case was $771,239,
which includes Board and Consumer Advocate
expenses. Consumer Advocate had no objection
to the rate case expenses. The Board will allow
the recovery of the costs of the lidgation
expenses over a three-year period as reascnable
and just.

VIOI. FINDINGS OF FACT

1. It is reasonabie o adjust rate base to
recognize a 90-day average, actual coal burn
inventory for working capital purposes.

2. It is proper to adjust the billing cycle lag

to eliminate the effects of Leap Year.

3. The evidence does not support adopton
of lowa Power's review of average daily
accounts as a reasonatie proxy to messure the
amount of ime frem the end of the service
pesiod to customer payment.

4. It is reasonabie o arply the statewide
average of 20.6 days as proxy for the period
between end of service and customer payment
in computing revenue lag. '

5. In this proceeding, lowa Power’s reve-
nue collection lag to be reflected in rate base as
working capital is 37.6 days.

6. The undepreciated balance in the retired
Des Moines Power Staton should be removed
from rate base as not “used and useful” in pro-
viding service.

7. It is just and reasonable to allow Jowa
Power io collect the undepreciated balance

‘relating to the retired perdon of Des Moines

Power Station over a five-year period.

8. The porton of Des Moines Power Sa-
tion to be refirbished should net be included in
rate base since there is no definite plan for its
use, and it is not expected to be used within a
reasconable period of time.

9. Clean-up of PCBs at the Martha Rose
plant is not a cost of removal of transformers
ard is not properly inciuded in rate base.

10. It is reasonable to permit Jowa Power
to collect the expenses associated with the
¢lean-up of PCBs at the Martha Rose site over a
three-year pericd commencing with approval of
the rates.

11. It is reasonable to allow omne-half of
Iowa Power’s proposed adjustment to reflect the
estimated reduction in future sales levels o two
customers who have installed cogeneration
umits.

12. Tt is reasonable 1o calculate the end-
of-period customer changes in the Large Gen-
eral Service class (other than cogeneraticn LGS
custorners) based on the average use per cus-
tomer.

13. It is reasonable for Jowa Power to
recover one-half of the increase in total reve-
nues less fuel costs associated with flexibie rate
discounts.

14, It is reasonable to allow recovery of the
expenses associated with PayBack Plus
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Commrssioners: : .
. Ard Trecuning Secralry
c;mnt;ev f;:mn Hn{:!ﬂ 3. Hofetz

Paut Franzeaturg
tas

Tewa-Iliinois G3as and Electric Company
Dackat No. RPU-84-23
“QRDER APPROVING STIPULATION"

- Issyed August 29, 1984

Parties Served:

Mr. Edward J. Hariman

Yice President-General Counsel
Jowa-11lingis Gas & Electric Ccmpany
206 East Second Street

Davenport, 1A 52808

Mr, James R. Maret
Consumer Advocata
Qffice of Consumer Advocate
. .3 “Lucas State Office Buiiding
’ Das Moines, IA 50319

CERTIFICATE OF SERVICE

The undersigned hereby certifizs that
the {oregeing document has been served
this day upen all parties of record in this -
preceeding by mailing, by first class mail,
to each such party a copy therecf, in

properly addressed envzlone with charges

...................

LUCAS QFFICK BUILAING - DES NOINES, IOWA 50318 AUG 3 ) w
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STATE OF IOWA
1004 STATE COMMERCE COMMISSION

IN RE:

JOWA-ILLINQIS GAS AND ELECTRIC
COMPANY

DOCKET NO. RPU-84-23

e it et v e ]

QROER APPROVING STIPULATION
(Issued August 29,1984}

On May 11, 1984, Icwa-I1lincis Gas and Electric Company (Company).fi1ed
with this Commissicn proposed gas tariffs {dentified as TF-84-179 and
TF-84-180. TF-84-17% represents a %evenue increase of 2.9 percent annually
gver current ratas. TF-84-180 is an interim increase of approximately i
$6.141 milion, or 80 percent of the proposed general increase. Company
requested that these tariffs become effective on June 11, 1983. é

On May 30, 1984, this Commission issued an order in Docket '
No. RPU~34-23 formally docketing the tariff proceeding and commencing an
invastiqation of the reascnableness of Company's proposed tariffs.

On June 28, 1984, the Company and OCA filed a joint motion for the
approval of a stipulation which was intanded to resclve all issues at the
Commission 1evzl and to presarve to the Company the right to appeal to the
Towa District Court for Scott County the same effective tax and JDIC issues

which are currently pending in the appeal of its electric case. The

parties requestad Commission approval of the stipulation and that a hearing
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Docket Mo, RPU-34-23

Page 2

date be s2t, 2n Suly 2, 1984, this Commission ordered that a hearing be
held on July §, 1984, to consider the stipulation.

On Culy 13, 1984, the Zommission issued an crder denying the
stipulation basad ypan the findings that the inclusion of interim rates in
an order alsy containing final rates was gontrary to the purpese of interim
rates and that thare was no adequata assurance jn the stipulation that the
rates to be charged were just or reasonable.

On July 19, 1984, the Company and OCA filed a joint motien for approval
of an interim rate stipulation estadlishing an agreed-upon level of interim
rates and requesting a hearing date. On July 23, 1984, the Commission
issued an order setting a hearing date of July 31, 1984, to consider the
interim rate s=ipulation. Subsequent to the July 31 hearing, the
Commission issued an order approving the interim rates stipulation which
provided for 2 $5.275 million annual increase and reduction of the current
negative adjusﬁment for g¢is leases %o zero.

On August 7, 1984, the Company and OCA filed a joint motion.for
appfovaﬁ of a final rate stipulation. Concurrent with this motion OCA
filed a motion for an amendment to the procadural scheduls, On August 9,
1984, the Commission fssued an order setting a hearing date of August 21,
1984, and staying the procedura) schedule until a final decision was
rendered an the joint motion fer approval of the final rate stipulation. A
bench ruling was handed down on Augdust 21 approving the final rate
stipulation.

The final rate stipulation provides a final revenue requirement of

$217,594,000. For purpose of the final rates, the current negative
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Docket No. RPU-84-23
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adjustment to the PGA of 0,182 nerzent for gas leasas will be reduced to

zerg. The final revenué-recuiremsnt represents a raduction from the

approved stipulated interim reyenue requirement for (a) $188,300

attributable to imputing an interest deduction %6 the portion of rate base
financed by the JUIC, and {5} $828,000 attributable to the difference
between deferred federal income taxes computed at an effective rate of
41.63 percent and at the statufory rate of 45 percsnt. Revised gas hise
rates and PGA will be determined %o be effective for gas meter readings on
and aftar Commission approval of riata schedules to be filed implementing ;
rates in accordance with tha final rate stipulation. The final gas rates
will be determined on the baéis af annual revenye requirements for the
12-month calendar test pericd 2nding December 31, 1983, as adjusted. The
Company will nave 30 days from approval of the final rate stipulatiaon in !
which either (a) %o file final rates in accordance with the final rate
stipulation or (b) to appeal %o tne lowa District Court for Scutt County
the JDIC and effective tax rate issues.

Having reviewed the stipulation and the record supporting the
stipulation, we shall apprava, with great reservation, the final rate
stipulation. We are greatly concerned sbout the effect of the current rate
structurs on the gas consumer. Natural gas sales in Iowa continue to show
a marked decline while the volume of gas purchased by gas companies has
either remained constant or increased. Due to technological advance§ in

methods of conservation, changes in the structure of family housing, and

fuel switching, gas consumpiion per customer appears to be in decline. We
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need only look 2t the statistics provided by the Company in its offered
tastimony to f1lustrata-this problem, While Company's residential service
increased by 2700 households, actual residentia) sales declined 10 percént.
Therein lies the dilemma--who will pay for the gas not consumed? If the
avarage custcmer-mUSt pay higher prices for using less gas, why should the
custemer consarve at all? Fixed casts cannot continue to be sprsad among
remaining voluries. Furthermaore, we do nof belfeve that any increase
attributable in part to reduced gas sales has a negligible impact on
cansumers. Whatever the percentage increase, it is both unjust and
unreasonable to ask caonsumers to pay for gas they have not used, The time
has come for an adequate and inrnovative solution %o this serious prabiem.
In the future, gas distridution ccmpanies must prasent viable alternatives
to this Commission concerning the spreading of constant fixed costs--the
"business as usual" method of spreading these costs over dwindling sales
volumes is simply no 1onger_workab1a. In order for customers ¢ be
serviced and for the gas distribution companies to remain viable in this
state, the changing market conditions must be addressesd fully and
promptly.

1T IS THEREFORE ORDERED:

1. The joint motion for approval of the final rate stipulatfon is
approved,

2. Company shall fila Rariffs implementing final rates consistent

with the stipulation. The final rates will become effective upon

approval.
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{‘? Docket No. RPU-84-23 '.._
. i Page 5
) 3. On or before the expiration of 30 days from the date of this |
order, Company shall submit for consideration and approval 2 plan by which
refunds shall be made to customers in accordanca with the stipulation and
attached schedules. If no refunds are required, Company shall file a
statament indicating nc refunds are necessary and submit supporting data-
for its conclusion,
TOWA STATE CCMMERCZ COMMISSION

- NONSRVAN

erson

amtl——

ATTEST: gmmissioner

. | Eyscutive Secretary, $515%aNt 10 Commissicner - ;

. Dated at Des Moines, leowa, this 29th day of August, 1984, !
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STATE OF IOWA Qe 2oina SR N8I

ELVEU N eI 1Y 14.‘-{

BETORE THE IOWA STATEI CCMMERCE COMMISSION

IN RE:

ICWA-ILLINOIS GAS AND ELECTRIC COCKET NC. REU-54-23

COMPANY

FINAL RATE STIPULATION

ARTICLE I

Backgraund And Summary

On May 11, 1984, Iowa-Illinols Gas and Electric Company

. ‘ {Company) filed proposed gas tariifis identified as TE-84-17¢
and TF-84-180. 7TF=-B4-179 represented a revenue increase of
£§7.675 million annually oxr a 3.% percent annual increase
above the rates which werz then in effect. T~84-180
represented an interim increase of approximately $6.14&l
million, approximately BC percent of the proposed general
increase reguested.

On May 30, 1984, the Commission docketed the case as a
formal proceeding and institu=sd an investigation into the
reascnableness of both the interim and propesed f£inal ratas.

A prehearing conference was held con June 4, 1984, at
which time the pessibility of setilement and the
establishment of a procedural schedule were discussed on the

. record, Upon the pa“:tias‘ waiver of the requirement of =a

proposed decision 1f less tThan twe Commissioners are present

Abd  J e
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at all phasss cf the svidentiary proceedings, the procedural
schedule was amended. Consumer comment hearings were held
on June 7 in Davenport and on June 13 at Fort Dodge, Iowa,
There afe noe formal intervenors.

On August 3, 1984, the Commission approved an INTERIM
RATE STIPULATION which provided fZor interim gas rates to be
sat in this Docket to produce annual revenues of
$218,610,000, or a resvenue increase of £$5,275 million above
the rates previcusly in s=ffect and a reduction of the
current negative adjustment te the PGA of 0.182 for gas

leazes to zero.

ARTICLE 1II
Purpose
This Final ‘Rate Stipulaticn has been prepared and

executed by the signatory parties for the purpose of
resolving all issues before the Commission in Decket No,
RPU~-84-23 but reserving to Comp;ny the right, within thirty
days of the Commission's order approving this Final Rate
Stipulation, to either file rates in ac¢cordance with this
Stipulatien or to file an appeal t¢ the Iowa District Court
for Scott Ceunty regarding the same Job Develepment

Investment Credit (JDIC) and effective tax rate issues which

are currently pending in the appeal of Iowa-Illinois'
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electric case, Dockat MNo. RPU-83-22 (Sgott County District
Court No. 85075).

The attached Schedules rapresent a final revenue
reguirement of 5$217,394,000. For the purpese of the £final
rates, the current negative adjustment to the PGA of 0.182
for gas leases shall be reduced to zero.

The final revenue reguiremen: stipulated herein
rapresents a reduction from the approved stipulated interim
revenue requirement for (a) $188,0CO attributable to
imputing an interest deduc=ion tc the portion of rate base
financed by the JDIC and (D) $828,000 atiributable to the
difference between deferring federal income taxes at an
effective rate of 41.62 percant rather than a2t the staiutory
rate of 46 percent.

In its April 25, 1984 Crder in locket No. RPU-83-22, thﬁ
Commission adopted ar adjustment te impute an interest
deduction to the portion of rate base financed by the JDIC,
finding such adjus<tment imppu=es the tax liapility for the
purpose of setting rates and is not a determination of
actual +tay liability. 1In the same Order, the Commission
adopted an adjustment to calculate deferred federzl incame
taxes at a rate of 41.63 percent rather than at the 46

percent statuteory rate after concluding that Treasury

Requlaticn Sectioen 1,167(1)-1(h}(1){iii) permitted the
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deduction of state income taxes calculated in accordancs
with state law in the calculation of federal deferred income
taxes using strajght-line depreciation. Iowa-Illinois
disagreed that the Commiszsion should make these two
adjustmants and appealad the itwo issues to the lowa District
Court for Scott County. Ilowa-Iliinois continues to disagree
that such adjustments should be made in this Docket and
intends to appeal thcose same issues to the Iowa District
Court for Scott County pursuanst to the previsions of Art cls
X of this Final Rate Stipulaticn, By approving this Final
Rate Stipulation, the Commission can facilitate
administrative and judicial efficiency by permitiing these
twe identified issues in this Docket to be consolidated and
heard with the two identical issues in the appeal of Docket

No. RPU=-B83-22.

ARTICLE II1I

Jeint Motion

Upon execution of this FTinal Rate Stipulation, the
signatory parties shall Zorthwith £ile the same with the
Commission tcgethef with a joint motion requesting that the
Commission issue an order approving this Final Rate
Stipulation in its entirety, without condisticn or

medificatieon.

-4h
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ARTICLE IV

Condizison Frecedent

This Final Ra%te S%ipulation shall nct become effective

unless and until the Commigsisn enters an order approving
the same in its entiraty, withouz condition or modification.
ARTICLE V

Privilege and Limitation

| L

This Final Rate Stipulatiocn is made pursuant to Iowva
Code Section 17A.1C (1%83) and Iowa Admin. Ceode 230--7,7(4)
and 7.10(2) and shall beczme bDinding upon the signatery
parties upon i%ts executicsn provided, however, that if {his
Final Rate Stipulaticn does nct become effective in
accordance with Article IV abeve, it shall be null, wvoid,
and privileged, This Fina. Rate Stipulation is intended to
relate only teo the speciiic matters referred to heréin; no
signatory party waives any claim or righ® which it may
otherwise have with respect to any matter not expressly
provided for herein. It is specifically understoed aﬁd
agreed that neither the signatery partiesz nor the Commission
shall be deemed to have approved, accepted, agreed or
consented to any ratemaking principle or any method of cost-
cf-service determinaticn, cost allocation, property
valuation or rate design, underlving or supposed %o underlie

any of the provisions cf this Final Rate Stipulazicn, or be
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prejudiced thereby in any future Iowa-~Illinecis Gas and

Electric Company ra%te procaeding or any other proceeding.

ARTICLE ¥V

"

Rate Pariods

Revised gas base rates and PGA shall be determined to be
effective for gas meter readings on and after Commission
approval of rate =chadules %o be filed implementing rates in
accordance with this Tinal Ra%ta Stipulation. These ratas
shall continue in effect until changed in accordance with

Chapter 476 of the Czde cf Iaowa (1383), as amended, or

further ordar of the Cemmissieon.

ARTICLE VII

Tas® Periasd

The final gas rates shall e determinsd on the basis of
an annual revenue requirement for the lZ-menth calendar taest

pericd ending December 31, 19823, adjusted.

ARTICLE VILI

Revenue Requirements

For the purpose c¢f this proceeding, the signatory
parties stipulate that for the test year ending December 31,
1983, the Company's rate hase, overall cost of capizal and
final revenue raguirement are those éhown on>the Schedules

attached hereto and made a part hereof,




MidAmerican Exhibit 8.1
Page 444 of 654

ARTICLE IX

Rate Deczign

The Company filed rate design changes pursuant to a <¢ost
cf service study. The signatory parties agree that the rate
design changes propesed Hy <he Company should be

implemented.

ARTICLE X

Y
1

Tariffs

Company shall have thizzy (3C) days Irom the dats of the
Commission order approving this Final Rate Stipulation in
which to either (a) file final rates in accordance with this
Final Rate Stipulawion or (b) appeal to the lowa District
Court for Scott County the JOIC and the effective tax rake
issues described herein and obtain a stay of the final rate
level from the Commissicn or the Court, thereby continuing
te collect the interim rates, 31,031%,000 of which shall be
ccllected subiect te refund pending dispesition of the twe
appealed js=sues. Feor the pﬁrpose cof such an appeal, the
evidentiary record regarding these two issues in Docket No.
RPU-83-22 shall be adoptad and deamed the record befecre the
Commission in this proceeding, Tocke:s No. RPU-84-23.

CCA shall not seek judicial review of this Final Rate
Etipulation or the Commission order appreving same ncr shall

it object to a stay of the final rate level being entered by




the Commission or the Court. OCA
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The parzies herate shall urge

thiz Final Rate Stipulation as promptly as possible

enakle appeal of the JDIC and the

for consolidation with the appeal
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may, however, csntest the

said JDIC and mffective tax

the Commission to approve
to
effective tax rate issues

of the same issues from

Docket No. RPU-83-22, currently pending bsfore the Iowa

District Court for Sestt County in Case No.

IOWA-ILLINCIS GAS AND ELECTRIC
COMPANY

-

By .
Edward J.“Hartman
By /éiz%/éiig S A

Brent E. Gale

Attorneys for

Iowa-Illinois Gas and Electric
Company

206 East Second Street

F. ©O. Box 4350

Davenport, Iowa 52808

Dated this 7t day of August 1984

69076,

QFFICE CONSUMER ADVCCATE

Daniel J. E‘fy, Att@?

Attorney for the

Cffice of Consumeyry Advocate
Lugas State Q0ffice Building
Des Mcines, Iowa 5031¢

By

Dated this Z ;?day of August 1984
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IOWA-ILLINOIS GAS AMND ELECTRIC COMPANY
Capitaiization
Composite
Cost ef Cost of
{$000) Ratio Capital Capital
(2) (3) (%) (5)
$363,411 48.0% 9.05% 4,343
101,308 13.3 9.64 1.28
$464,719 61.3% 5.62%
282,878 - 3.7 14.64 5.57
$757,697 100, 0% 11.23%

5 Total capitalization
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IOWA=ILLINCIS GAS AND ELECTRIC COMPANY
Iowa Gas Rate Ezse and Cas Lease Investment
{s$CCC) -
Line Adjusted
No Cescriztion Rate Base
(2} (2)

Gas plant (includes land held for
1 futurs use) $125,0¢9

Accumulzted provisicen for depreciation
2 and amcrtization 43,54¢

Net gzs plant (=xzludes gas leases-net)

3 (Line 1 minus 2} $ 82,350

Add working capital écmpcnents:
4 Prepaid gas suprply 5 8,806
5 Mazerials and supzlies 1,141
& Prepayments 220
7 Cash werking capital 3,019
8 Post payments (2,194)

Total workRing capital

9 (Lines & threugh 8) $ 10,8382

Deduct:
ip Customer advances for ccnstruction $ 836
il Accumulated deferred ITC - 3% 293
12 Unclaimed refund amounts 10
13 Customer deposits 171
14 Residential conservation service reserve 546
15 Accumulated deferred income tax 10,291
18 Total deductions (Lines 10 through 15) $ 12,2C7
17 Gas supply loan $ 1,085

Total rate base {(Line 3 plus Line 9
18 minus Line 16 plus Line 17) 5 82,420
1g Investment in gas leases 1,885

Allowabie rate base and gas lease
20 investment S 84,31¢




IOWA-ILLINO!S GAS AND ELECTRIC COMPANY

lowa Gas Net Operating Income
Test vYaar Ended December 31, 1983

(5000)
. AttJustLed Adjusted Gperating
line Qperating Additianal (rncome Incliuding Ling
N Dascription _.income . Revenue Additional Revanpes _No,
() (2) (3) {m
t Dperating revenues $211,1335 4,259 5217,59M i
Operating expenses )
2 gperacion and melintminence expenses 196,852 $ mn $196, 869 2
3 Deprecliation and amortizatioan . h, oy B, Y4 3
4 Other taxes 2,68} 2,68} 4
5 income taxes--Federa! 2,783 1,768 ti, 551 5
6 Income taxes-=-Stagte 981 Hol L &
T Deterred taxes {1,172) (1,112) 7
] Investment tax credit i) A } L B
Total operating expenses
9 (tines 2 throuyh 8) $205, 890 $2,184 §208,074 - 9
Gperating incame
" {Line 1 minus Line 9} $ 1, hus $2.07% §__9.520 10
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TOWA-ILLINCIS CAS AND ELECTRIC COMPANY
Iowa State Commerce Commission = Docket No, RPU-84-~ a3

Direct Testimony of Donald H. Shaw

Please state your name, business address and position.
Donald H. Shaw. My business address is 206 East Second
Street, Davenport, Iowa, and I am Vice President-
Finance, and a Director, of Iowa=Illinois Gas and
Electric Company.

Please describe ycur education and business experience.
I received a Bachelor's Degree from Harvard College in
1542 ancd entered the U. S. Army in November of that
year. During a three=year pericd of military service I
was commissioned fcliowing a course at the Harvard
Business School, and served for twe years as a
statistical officef, attaining the rank of captain.

In 1948, I received the Juris Docter Degree f£rom
the Ccllege of Law at the University of Iowa.

From June 1948 to December 1955, I practiced law as
an associate in the firm of Sidley & Austin in Chicago,
Illineis.

I have been admitted tc the Bar in Iowa and
Illinois and am a Certified Financial Planner. I am
also a Registerad Investment Adviser under the Investor
Advisors' Acﬁ, which is administered by the Securities

and Exchange Commission.
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I3 it possible %tc detsrmine, under various assumptions,
what return on common eguity is regquired to assure a
particular coverage level?

Yes.

Can you illustrate this mgthod?

Yes, We start by assuming a normal ¢overage objective
of 2-3/4 to 3 times after inccme taxXes and a capital
structure similar to that of the Company at December 31,
1883, adjusted to include $25,0C0,000 of 1l1=-1/2)% First
Mcrtgage Bonds issued in February 1984. This can be

{llustratad as follows:

Farcent
Percent Capital Return
39.5 commeon aguity x 18.0% 7.11%
12.7 prefarred and
preference x 9,7% 1.23% a
47.8 long term deb%t x 9.2% 4, 40% ‘
12.74%

12.74% Capital return = 2.9C times
%.40% debt intarest

In terms of interest coverage reguirements, what do you
consider a minimum level of common earnings expressed as
a rate on common stock equity?

Taking into account all present circumstances, about
1B%. This is based, first of all, on a cenclusion that

the ¢bjective should be, under normal circumstances,

after-tax coverage of long-term debt interest of 2-3/4
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equity arrived at by adjusting for inflation occurring
over the past 42 years., In other words, in terms of
protacting the purchasing power during this inflationary
pariod, the common stock investor would not be realizing
earnings of 18% but earnings of 8.33%. Allowing for the
dilution in realizad esaraings attributable to an
estimated five percent cost of issuance ¢f common
shares, the real earnings rata +o shareholders would not
be 8.33% but 7.91%.
According to this exhibit the Company added $31,543,000
to its common eguity in 1883. If the Company is allowed
an 18% rate of return on its common equity, under your
methed what would be the earnings rate on that new
commen equity added in 19837

t would be earning at the rate of 8.33% because ié was
added in 1983 and had not been adversely affected by
axperiencad inflation since its inclusion in the
Compary's capiﬁal base. That particular slice of
capital would not be entitled to a higher return in
future years aither unless and only to the extent thera
is experienced inflation after 1983,
What would happen to the overall rate of return on

commen equity in future years if inflation should cease?
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experienced inflation, as demonstrated by this schedule,
would meet these cbjijectives.

Do you have an opinicn as o what minimum rate of return
applied to such an adjusted book commeon equity would
permit the on-going attractien of common'équity by the
Company and hence the attraction of needed senicr
capital as well?

Yes. I believe the minimum rate to accomplish these
purposes would be abcut 8-1/2%. 0f the total of 8-1/2%,
the allowance for pure money caost is in the range of 3=
3/4% to 4-1/4%. ©Pure money cost can be thought of as
the rate of interest required in a non-inflationary
econemy to cause potantial savers to defar enjoymenf of
use of their money in sufficient quantities to satisfy
given capital requirements. The rate is affected by
potantial capitil demands as well as by society'é
propensitias or predispositions toward consumpticn
{spending) or saving (defarred but snlarged
consumption}. The rate has often been estimated at or
slightly below 3%. I belisve the rate is currently
higher thén that, principally for three reascns. First,
the potential savér realizes that return on investment
{interest or dividends) is subject to income taxes and

at incremental rates which are higher for most savers
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than historically was the case; it thus takes a higher
pure money cost to produce the deferraed enjoyment
through saving than it formerly did. Secondly, there
ars huge demands for capital (some of them connected
with energy needs) for saving teo satisfy, requiring a
comparably higk pure mecney ¢ost to attract the funds
regquired to meet them. Finally, society has bean moving
toward emphasis on satisfaction of individual and
societal needs and desires in the short term
(consumption) with relative neglect of leng-term
considerations. Society's emphasis on programs to
minimize personal risk and hardship (such as Sccial
Security) have lessened people’s incentive to save
against possible advarsity while airecting much of
society's cash f£low To current consumptien. Thus, while
capital demands are high, the personal savings rate is
at all-time lows.

Much attenkion ha3 been dirscted in the recent and
current financial press to the high level which real
interest rates have reached, often referring to the wide
spread betwean current inflation rates and current
interest rates. After discussing current conditions in
the capital markets, Data Resourcas, Inc. in its "U. s.

Forecast Summary" for November 1982 stated: "Assuming

-33-
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these factors, one must conclude that the real level of
intarest ratas Wwill not retuxn to the low fidqures that

preavailed over mcst of the postwar pericd. The 8)% peaks

‘may be safely behind us, but a return to levels below 5%

does not seem in the cards.”

The allowance for risk can be viawed as
compensation for £he risk inherent in the common stock
component of the Company's capital structure as comparsd
with a riskless invegtment in securities of the United
States Treasury, This risk for electric and gas utility
companies is obviocusly higher than it has traditicnally
been. Many observersz now consider it to be as great ag
the risk In the common squity of major industrial
enterprises, such as those represented in the Standard &
Poor's 400 industrial companies.

of significaaée in egtimating inve=tor ccmmon
equity risk premiums iz <he Ikbotson and Sinquefield

study of the period 1925-1981 (3tocks, Bonds, Bills and

Inflation: +the Past and the Future, 1982 Editiecn), in

which the authors find 6.1% as the historical achieved
risk premium of Standard & Poor's 500 stoceks over leng-
term U. 8. Government bonds. A similar study (A Half

Century of Rsturns on Stocks & Bonds) by Fisher and

Lorie found an achieved risk premium of 5.5% over the
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peried 1826-1975. In the latter study, the authors also
calculated thae results on a consumer-price=-level-
adjusted pasis and found a risk premium of 5.4%. The
four co-authors of these two books have been associated
witk =he Center for Research in Security Prices at the
University of Chicage. |

I consider the allowance for risk of the commen
equity of the Company appropriately to be in the range
of 4-1/2% %o 5=1/2%.

in a non~inflaticnaxy aconcmy, an 8=1/2% return con
common equity could pbe accommodated within an overall 6%
rate of return, with »onds carrying an interest and
prefarra& a dividend rate ¢f about 4~1/2%.
Please dascribe Exhibit 23 (DHS-4).
It is a statistical tabulation I have preparsd which
develops and shows the return on inflation-adjusted
common equity ¢f the Company actually earned in each
year from 1960 +hrough 1983. The commen equity base has
been adjusted, year-bv=eyear, for inflation betwsan 1541
and the year being studied. Column ¥ shows the return
on common squity as conventionally determined and Column
I shows it in constant purchasing powar values.

Do you have any observaticns with respect to the figures

in Column I?

«35-
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The sxhibit demcnstrates that even in 1960 an Adjustment
upward of 41% in the ccmmon equity base was required in
ordar to get a meaningful relationship between current
common éarnings and the historical commen equity basa.
The financial results of the mid-1960's were favorably
affected by stable price levels:; high growth in electric
and gas sales volumes; low unit copnstruction and low
energy {(¢oal and gas) costs; low constructien and
financing requirementa} accrual of fair value
depreciation under lowa judicial decisions; and
corperate income fax reductions. The results were
achieved despite reductions in rates in 1964 and 1965.
For the 10 years 1980-1969 the earnings on adjusted
equity averaged 9.8%. In no year since 1970, however,
have they been as-high as 8.0%, and for the last five
years 1979=-1983 averaged cnly 7.1%. The unadjusted
sarnings rate in 1983 was 28% above the 1960 level, buf
the adjusted rate in 19835 was 18% below it, shoewing the
effect of high iﬁflaticn rates during moat of the
pariod.

Based on the methed of estimating common egquity required
raturn which you have described, in your opinion what is
a fair and reasonable return on commen equity in this

proceeding?

—wdpf-
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I beliave that a return of 18% on the Company's common
mgquity, a3 applied %2 an original cost rata base, would
be fair and reasonable as determined under this msthod,
Does your re=commendation include an allowance for
issuance exrense and market pressure?

Yes.

Is it necessar? %o apply an expense allowance to the
entire common eguity?

Yas. The whele of the equity in a corporation is
derived frem the capital that has been raised from the
outside, and if thare had been no expense connected with
these cutside issuances, the per share results (earnings
and dividends) and the retained earnings would always Dbe
better on all of the corporation's outstanding shares.
Let me illustrate. Assume that A starts a business that
requires $10,C00 of his meney in the form of 1,000
shares of common stock valued at $10 each. The business
preospers and over the course ofrthirty years Corporation
3 retains 30 percent of its earning and splits its steck
saveral times, some of which A seglls or gives away,
making it a public corpeora%tien. Now Cocrpcration A has
100,0C0 shares ocutstanding, each with a bock value of

$1C.C0 for total common equity capital of 351,C0C,C0C.

Corporation A is earning 20% on its egquity. If the
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shares have a book value of $10.00 each and the earnings
rate is 20%, the sarnings per share will be $2,00.

Now let's assume the same get of facts, except one,
for Corporation B, started as an identical business
thirty years ageo, anjcying success similar to
Corporation A. Ccrporation B also reguired 5104000 at
the outset and also paid cut 50% of its identical
aarnings in cash, retaining the balance. % also had
+the same number of stock splits and had been made a
public corperation through owner gifts and owner sales
of stock. The difference between the twe situations is
that A had all the 310,000 in cash needed to start his
business which thus had ne expense of stock issuance,
when formed or any time thereafier, B, on the other
hand, did not have capiial, and the ¢cost of selling B
Corporation's steck ecualled 5% of the net proceeds of
$10,000 received by 3 Corporation. B Corporaticn has
from the beginning nhad 5% more sharesa outstanding,
including all <he original stock and all issued on stogk
dividends. So, with a unit valde of $10 each, =2
Corporation issued 1,030 shares of common stock compared

with the 1,000 Corporation A issued originall

~-38-
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ICWA=ILLINOIS GAS AND ELECTRIC COMPANY
lowa S-ate Commerce Cemmission -~ Docket No. RPU-84- X3

Diresct Taestimeny of Peter C. Stimes

Please state vour name, occupation, and business address.
My name is Pater C. Stimes, and I am an Assistant Vice
President of Duff and Phelps, Inc.,, 55 East Monroe Street,

Chicago, Illinois 5C60

(9}

Briefly describe ycur educational background and businass
axperience.

In 1977, 1 raceived a Bachzlor of Arts degree in history- from
the University of Chicage. In 1980, I received a Masters
degree in Business Administration, also from the University
of Chicage, with a specialization in Econemics and an
additionél concentration in Finance.

1 joined Duff and Phelps as a Security Analys£ in 1981
ﬁnd was promoted to the position of Assistant Vice President
in December 1983, My primary responsibilities were (and
still are) teo analyze individual utility companies and their
securities, This investment research process entails
collection of economic and financial data affecting a
company's earning power and financial position. I then
anelyze this information and make a judgment on the
investment value of common stock or the credit standing of
fixed income securities. My additional duties include

preparing, assisting in the preparation of, and sponsoring
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Please describe the marke% based approacnh you amployed in
forming a judgment as Zc a fair rate of return on commen
equity for Icwa~lllinois' gas operations.
I analyzed investors' reguirements using the familiar
discounted cash flow cr CCF model, This model states that
the axpected return to a commen stock investcr equals the
prospective dividend yield plus market price appreaciation
resulting from growth in dividends per share.
What companies did you use in your DCT analysis?
I made two studies. First, I considersd a group of widely
held, publicly traded, investor-owned natural gas utilities
having comparable risk. In selacting my sample, I chose
those companies with a Value Line Safety Rank of 2 or higher,
which were publicly traded on the New York Stock Exchange,
and which had a capitalization between one hundrad and five
hundred million doilars. This corresponds t¢ the approximate
$150 million of capital invested in Iowa=Illineis' gas
operations and the Cempany's Value Line Safety Rank of 2.

My second study was a DCF analysis directly applied to
Iowa~Illinois,
How did you compute the dividend yield for your DCY analysis?
The common stock dividend yield is the expected divideﬁd rate

divided by the stock price. To avoid distortion that could

result from using a spot price, I used the avarage of menthly
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high and lew stock prices for the twelve months sndad March
1984. Zor each company, the dividend rate used was the
annual rate in eflect at the end of March 1984. Both price
and dividend data were the most current available at the time
this testimony was prepared.

Dividend yield information is presented in Exhibit No.
15 and shows a yielid 9f 10.7% for Iowa-Iliinois,.
Should growth rates be based only on historicai data?
No. The inveszar's reievant consideration is prospective
growth, for <hat alene provides the basis for rising
dividenﬁs and expectad price appreciatisn. Furthermore, in
racent years, inadequate authorized returns, dilution fram
below book zales of commen equity, and inflationary expense
increases typically limited both achieved returns and per
share growth ratés. Irn such instances, growth rates -
calculated on the basis of past achieved rates of return will
understate present investor expectations,
How did you determine appropriate growth factors?
Primarily, I relied on forecasts published in the Value Line
Investment Sﬁrvey. Value Line is one of the most widely
circulated invesiment serviczes in the nation. Because this
investment research 1s s¢ widely disseminated and because

projections are generally in line with many other resea:zc

publicaticns, Value Lina forscasts, whether they materializs
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or not, represent a cross section of marxet expectations,
which, in turn, are reflected in stock market prices.

In calculating a lang term growth factor, I made use of
the fact that a "sustainable" growth rate of per share »ook
value, easnings, and, <hus, dividends equials the product of
the earned return on commen equity, cr ROE, multiplied by one
minus the dividend payout ratio. The latter is often
referred to as the earnings retention ratioc.

I cbtained an estimate of the earnings ratention ratioe
from Value Line forecasts of '86-'88 dividends and earnings
per share. I similarly obtained an ROE estimate from the
current '86='88 forecast of "percentage sarned on common
equity". However, I had to make an adjustment, since Value
Line calculates its ROE's on pericd-end rather than average
common aguity. To the '88-'88 Value Line RDE.projection, 1
therefore added back the mean differencs between average and
period end common equity returns based on the most recent
five years of available data.

As an example, the Value Line '86-'88 projections for
Iowa-Illinois''s dividends and sarnings per share are $3.00
and $4.40, respectively. This eguates to a payout ratic of
.682, or a retention ratio of ,318 (1 - .882). The published
'86-'88 ROE projection is 14.5%, which, adjusted from a

period end to average equily basis, is 15.2%. The product of
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15.2% and .318 is 4.8%. Thus, a long term o= sustainable
growth axpectation for Iowa-Illinois would be 4.8 per year.
Growth rate calculatiznsg for the eight comparison gas
diatribution companies are detziled along with lowa-Illinois
on Exhibit Ne. 1i3.
Do investors taxe intc account disparities between long term
and short term growth rateg?
Yes. For example, assume a company With 5 year anticipated
growth of per share earnings and dividends ef 10Y%, which is
then expected to be follewed by E% "sustainable" growth
thereafter., If <he underlving cost of equity capital is 16%,
the observed yield would be less than the 10% implied by

subtracting from the cost ¢f equity the long term 6% growth

‘expectation. This is because the market price would

incorporate and discount more rapid near term groweh.
However, 1f this observed market yield were, say, %, to
which we added +«he 8% sustainable growth facﬁor, the
resulting 13% cost of eguity would be deficient, By the same
token, adding the near term 107 annual growth rate to the
observed yield would fesult in a 19% overestimate of the cost
of equity., Th correct growth facter would thus lie somewhere
between the 10% near term and 6% long term growth rates.

Consequently, I also rz2lied on Value Line for near tearm

{6 year) growth factcrs. My estimate incorporates '80-'82 to




| 3 O v

10
11

12

13

14
15
le
17
i8
19
20
21
22
23
24

MidAmerican Exhibit 8.1
Page 465 of 654

'86-'88 compound growth rates of dividends for lowa=Illinois
and 3ix of the eight ceomparison ccompanies. For the other two
comparisen companies Value Line provided only a 5 year 'Bl-
"83 to "86-'388 growth factor. For Iewa=Illinois, the near
term anmnual groweh rate in dividends is forecast at 5.0%.
How did ycu determine a composite ¢f long term and near term
growth astimates?
I obtained a composite growth facter by assigning a two-
thirds weight to the long =erm growth rate and a one-thi;d
weight tc the near term growth projection. In the case of
Iowa-Illinois, this weighting of 4.8% long tarm growth and a
5.0% near term pace produces a growth factsor of 4.3%.

A similar procedure was applied to the eight comparison
gas utilities and is set forth in Exhibit Ne. 16,
Based on"your calculation of yield and growth ccmponents,
what is the market cost of ceommon egquity for Iowa-Illinois
and the #ight comparison companies?
Using a 10.7% yield and and 4.9% growth factor, the estimated
cost of common =quity fer Iowa-Illinecis is 15.6%. For the
elght comparison natural gas utilities, the astimates, as set
forth in Exhikit No. 17, range from a minimum of 15.2% to a
maximum of 16.8%, with a mean of 15.8%.
Are any further adjustments to the cost of equity required

for ratemaking purposes?

-20=
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A flotation or underpficing adjustment 1z necessary because
the net proceeds 3f a common steck sale are typically 3%-5%
below the amount paid by investors. However, the earned rate
of return for the Company is based on book equity, which
will, of course, therefore be lower than the market price
paid for the commen stgck investment.
Could you show this more concretely?
Yes, Please examine Exhibit No. 18, In this hypethetical
example, a company starts operations and financas its
investment in utility plant through an issuance of common
equity with a market value of 31,000 te investors. The net
proceeds to the company, however, are a lesser §950. With a
16% expactad market rsturn on investments of similar risk,
{(i.e., a 18% unadiusted cost of common aquity), the total
retufp recuirement tec investors is $160 (158% x 51000 market
investment). For the company to have earnings of this same
$160, though, the achieved return on book eguity must be a
higher 16.8% (3160 divided by $950 initial book equity). In
the sacznd year, a similar situation prevails.

The main point is that the return on book sguity must
exceed the market cost of common egquity, by some C.8% in this

instance, even in the second period when no additicnal common

stock is solid.
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What is an appropriate f£lotation adjustment for Iowa-

Il

[

inois? -
I first considered the difference between the market price
and net proceeds ta the Company of common stock sales in the
last few years., The last public sale of common stock Was
made in 1980 with the net prcceseds some 3.5% lass than the
value of commen stock purchased by investors. Common stock
so0ld through the renvestment of investor dividends has been
issued at a price 5% below thé market. Taking into account
these factors and nmaking allowance fcr market pressure, a 4%
net underpricing adjustment is warranted.
The adjusted yield 'Y' is calculated as follews:
= -
P{1-£
where D i3 the annualized dividend rate, P is the averags
price, and £ is the net undespricing adjustment. The
adjusted yield for Iowa-Illincis is thus 2.60 $ [24.30 x.(ln
.04)] or 11.15%. Subtracting the actual yield from the
adjusted yield equals 11.15% = 10,7% or .45%. This .45% is
then added to the market cost of eguity and produces a result
cof 16.05% (15.58% p»lus ,45%).
Are there any other factors to consider in determining an

underpricing adjustment?

=22~





